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Many large companies are overlooking a major cost
savings, this article asserts, through failure to fund
all or part of their own employee insurance pro
grams. Changes in the 1969 Tax Reform Act make
the possibilities even more attractive—

SELF-INSURANCE—

THE POTENTIAL, THE DRAWBACKS
by William B. Davidson, George T. Favetta, David Gravitz,
Richard S. Raskin, and Ethan Stroh
George B. Buck, Consulting Actuaries, Inc.

cost-conscious days one
avenue to tremendous savings
is being quite thoroughly ex
plored by some large companies
and almost completely ignored by
others. Recent changes in the tax
laws have made its advantages
even greater for those companies
equipped to use it.
We are speaking of the possible
financial benefits to be obtained
from self-insuring an employee
benefit program rather than leaving
the entire program in the hands of
a commercial insurance carrier.
Group insurance has been around
for almost 60 years although its
n these
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principal growth has occurred since
World War II. The original group
contracts were patterned after the
usual individual life insurance con
tract. In the beginning, the em
ployer paid premiums, the insurer
collected premiums, paid claims,
and if anything was left after his
expenses and contributions to sur
plus, paid a dividend or retrospec
tive rate credit. The employer had
no responsibility beyond paying
premiums on time.
Since then, however, what has
developed has no parallel in in
dividual insurance; it does, how
ever, have striking parallels with

the development of pension plans.
Employers, particularly large
companies, after experience devel
oped with their group insurance
contracts, started to take a hard
look at the details of their policies.
The advantages of the conventional
approach, according to the insur
ance companies, were as follows:
The insurer was a buffer against
claims payment; that is, the employ
ees would look to the insurer for
payment and blame the insurer for
non-payment. The employer would
have the advantage of level cash
flow. Yearly charges could be pre
dicted by multiplying the premium
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rate by the expected exposure. The
employer paid monthly premiums
which could be budgeted. The in
surer absorbed losses in bad years
and paid dividends in good years
and this reduced employer cost.
The insurer provided claims con
trol procedures by virtue of his
large staff, administrative services,
legal services, and communication
services.
'Aura of sanctity’

There was an aura of sanctity
about the insurance company’s
charges. Presumably a mutual com
pany kept only expenses and a
margin for contingencies, and a
stock company, under the spur of
competition, kept only a nominal
profit.
There were, however, many who
felt that this was not all it was
cracked up to be. Many employees
looked to the employer, not to the
insurer, for satisfaction in cases of
poor claims service. Employees had
few qualms about overstating
claims to an insurer (since every
one else did it). In many cases, the
employer found itself the buffer

between the insurer and employee
and started to develop an interest
in claims service.
As a close investigation showed
over the years, the insurer secured
a level cash flow, even in bad years,
by charging excess claims against
the dividend or retrospective rate
credit. If this were not enough, ex
cess charges were offset against
contingency or premium stabiliza
tion reserves which had been built
up out of overcharges in previous
years, or else future premiums were
increased. There was little or no
real insurance. The level cash flow
meant that reserves other than
claims reserves were being built up
in good years. The amount of these
reserves was not under the em
ployer’s control.
As time went on, employers
started to gain know-how concern
ing claims control and administra
tive techniques, particularly in the
area of health claims. They found
they could do much of the work
themselves. Routine communica
tion services could, for large em
ployers, be done by personnel al
ready on their staff.
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Employers took a hard look at
“retention” and forced the insurers
to disclose its components by ob
taining competitive bids or by the
threat of obtaining bids. This led
directly to increased awareness of
the existence of brokerage or com
missions, service charges, claims
handling charges, state premium
taxes, lack of interest credits on re
serves, the nature and amount of
premium stabilization or contin
gency reserves, and the large size
of claim reserves. The employers
started to look for ways to elimi
nate some of these expenses.
‘Service’ charges attacked first

Perhaps the first areas attacked
were the service charges. Many
services that had been handled by
the insurance company were taken
over by the employer. As these
items were assumed by the em
ployer, the insurance company, un
der pressure from the employer to
reduce costs, eliminated commis
sions.
Next to be attacked was claims
handling. The draft book* ap
proach evolved, whereby the em
ployer paid the claims itself with
the insurer’s checkbook. This led to
a closer relationship between the
employer and employee in the
group health area.
Some employers and many union
and jointly administered “TaftHartley” plans abandoned insur
ance altogether and decided to self
finance their benefits by means of
trust and non-trust methods. Inter
estingly enough, these self-financ
ing methods came before the mini
mum premium approach.
In the early sixties the so-called
“minimum premium” approaches
were developed. These have been
known by many names throughout
their existence: excess loss, stop
loss, mini-Met, Metcat, the Illinois
Plan—all have been used to de
scribe the approach. Minimum pre**Under the draft book method of claims
payment, the amount of benefit is de
termined by the employer and paid by
the employer by means of a draft on
the insurer.
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mium attacked the problem of re
ducing expenses by cutting into the
premium tax, which can represent
as much as 50 per cent or more of
the total retention. In essence, min
imum premium provides self-insur
ance of claims up to, say, 90 per
cent of the total premium formerly
paid, or up to some specified dollar
level. If claims exceed this figure,
the employer pays the claims but is
reimbursed by the insurer. The em
ployer can save a substantial por
tion of premium taxes.
This brings us up to date. In
what follows we will first cover
the cost aspects of the various
forms of insurance mentioned and
then bring the evolution of financ
ing of group coverages up to date
by considering complete self-in
surance in its various forms.
It is evident that the thrust of
insured financing has been to more
and more independence from the
traditional financing technique em
ployed by the insurance companies.
At the present time insurance com
panies are exercising considerable
ingenuity and flexibility in accom
modating themselves to their large
policyholders’ wishes. The result
does not look very much like in
surance and indeed is very often
not insurance. One could visualize
the natural flow of a minimum pre
mium type contract into one where
the insurer accepts no risk at all
but merely leases as many of its
services as the employer may de
sire on a fee basis.
In pension plans, insurers are ex
tremely aggressive about their
modern group annuity contracts
which provide investment services
only. In other words, an employer
can lease an insurer’s investment
and custodial service much as it
does with a corporate trustee.
With this precedent in mind, in
surers have expressed a willingness
to lease claims review and pay
ment services, or possibly adminis
trative facilities, on a fee basis to
employers contemplating self-in
surance of other employee benefits.
It is clear, then, that we have
come at present quite far from the
traditional concept of insurance.
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One is tempted to make the an
alogy with the Cheshire Cat, “The
cat faded and faded until only its
smile remained.”
So the insurance company’s as
sumption of the risk faded and
faded until only the services it
provided remain.
The insurer now can conceivably
stand in the same relationship to
an employer as does the firm that
contracts for a fee to provide legal,
accounting, financial, or consulting
actuarial services.
Operating benefit plans

From now on, we are going to
consider the cost of operating an
employee benefit plan. We will not
be discussing the level of benefits
or the related costs of medical ser
vices. Although we will be discus
sing claims control, we see this as
the ability to avoid overpaying on
a claim.
Now, what do we mean by cost?
Generally, cost is a charge
against company earnings. We will
talk about cost as the slippage be
tween the total employee benefit
plan cost and the minimum re
quired in view of the coverage pro
vided. The build-up of proper
claim reserves is part of the benefit
cost and reduction in reserves be
low what they “should be” is, prop
erly speaking, not a cost savings.
However, interest earnings on
these reserves is a proper negative
cost item. For the purposes of our
discussion we have defined cost as
follows:
The cost of operating an em
ployee benefit plan is the charge
against the income of a company
for all items in relation to an em
ployee benefit plan other than the
minimum amount required for
benefit payments.
We have constructed, for illus
trative purposes only, a model
company with a model benefit plan
funded by means of conventional
group insurance. (See Exhibit 1,
page 48.) We have assumed that
the employer and its insurance pro
gram is in a stationary state and
that, except for drugs, the insur-

It is clear, then, that we have

come at present quite far
from the traditional concept
of insurance. One is tempted

to make the analogy with the
Cheshire Cat, “The cat

faded and faded until only

its smile remained.”
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EXHIBIT I
MODEL CASE
(All amounts in thousands of dollars)

Accumulated Reserves
Annual Amounts:
Gross Premiums
Incurred Claims
Risk Charges
Administration: Claims
Administration: Other
Premium Taxes
Commissions
Interest Credits
Dividends
Retention
Reserve Cost
Net Cost:
Model Case
Modified
Minimum Premium
501(c)(9) excl. life
501 (c)(9) incl. life

Group
Life

Medical
Care

Weekly
Income

$ 400

$1,750

$ 250

$1,350

1,150
1,000
6
20
13
20
0
(9)
100
50
25

75
64
47
33
33

1,915
1,630
35
25
25
40
0
(16)
176
109
40
149
123
123
123
50

5,910
5,000
78
125
76
133
0
(62)
560
350
175
525
423
310
201
201

LTD

Drugs

Total

17

$3,767

310
300
10
10
3
5
0
(48)
30
(20)
135

245
200
6
20
4
5
0

9,530
8,130
135
200
121
203
0
(136)
877
523
377

115
111
111
13
13

36
34
30
24
24

$

(1)
11
34
2

900
755
621
394
321

Note: These figures are illustrative and presented for discussion only. No particular conclusions should be drawn as to their applicability to
an existing situation.

ance coverages were established
about 10 years ago with the pres
ent carrier. Growth is not consider
ed nor are variations in claims.
In the model plan there are five
lines of coverage: Group life which
could include survivors’ benefits as
well as the more typical lump sum
death benefit; medical care—basic
hospital-surgical and major medi
cal would be included here;
weekly income, i.e., short-term
disability; long-term disability; and
coverage for drugs round out our
illustration.
We have included coverage for
drugs as an experimental coverage
with hypothetical claim costs and
retention. The significance of in
cluding an experimental coverage
will be discussed later. The model
case shows for each of the five
lines of coverage: the reserves, the
gross premiums, the annual claims,
the insurer’s risk charges, claims
and other administration costs, pre
mium taxes, commissions, interest
credits, dividends, and retention.
All of the amounts shown except
for reserves are annual amounts.
Accumulated Reserves—The ac
cumulated reserves represent lia

48

bilities to pay claim payments for
which the insurer is liable at year
end or termination. The reserves
are $3,767,000.
We have previously stated that
claims are assumed to be stable.
This implies that reserves remain
stable so no item is shown for in
creases in claim reserve.
Premiums—The gross premiums
total $9,530,000.
Incurred Claims—No particular
significance needs to be attached
to the claims, nor to the distribu
tion of claims between coverages.
For our subsequent purposes these
are assumed independent of the
method of financing. In the ex
ample claims total $8,130,000.
It is interesting to note the rela
tionships between the size of the
claims and the size of the reserves
under Long-Term Disability. Under
LTD the reserve is several times
the size of the annual claims while
for the other coverages the re
verse is true. Furthermore, the
meaning and significance of the
terms “incurred claims” and “re
serves” differ to some extent for
LTD as compared to the other
coverages.

Risk Charge—We have included
a risk charge. This item has differ
ent labels with different insurers
as well as different meanings. Out
of this amount would come the
cost of catastrophe coverage. This
particular employer has no stop
loss or excess loss type of insur
ance. The group policy is, except
for catastrophe, a simple dollar
swapping proposition. The motiva
tion or justification for a health
risk charge seems unclear. Most
probably this charge covers an item
for profit and the insurer’s charge
to cover costs of “bad debts,” i.e.,
employers terminating coverage in
a deficit position. The total risk
charge is $135,000.
Claims Administration — This
item needs no explanation at this
point beyond noting that the item
for drugs is conjectural but may be
expected to be high in view of the
nature of the coverage, that is,
high frequency and very low aver
age claim. The health coverage
costs are considerably higher than
life costs, again due principally to
the high frequency of claims and
the relatively low (compared to
life) amount of individual claims.
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Claims administration charges of
$200,000 are shown on the chart.
Other Administration—The serv
ices rendered for this item consist
of advice and consultation; ac
counting services; communication
services, including providing indi
vidual certificates; contract charges
including filing, if necessary, with
insurance departments; and enroll
ment. The total other administra
tion charges are shown as $121,000.
As was mentioned earlier, we have
assumed that the model has been
in existence for many years. There
fore, the administration charges do
not include acquisition costs, which
normally are charged off in the
first few years of the contract’s
existence.
Premium Tax—This particular
item in the retention has been the
subject and motivation for develop
ment of the various minimum pre
mium contracts, and is the reason
for most opposition and regulation
of these by state insurance depart
ments.
For extremely large group cases
this item may be the largest single
item of insurance company reten
tion, although, as will be brought
out, not the largest single item of
cost. In the example, the premium
taxes total $203,000.
Commissions — No commission
charge has been shown since it is
assumed that most large employers
perform the functions covered by
this charge for themselves.
Interest Credit—This reflects in
terest earnings on the reserves. The
amount shown is $136,000.
The total premium for all cover
ages is $9,530,000. The expected
dividend is $877,000; therefore,
the net cost for the year is $8,653,000.
Retention—The “retention” is the
excess of the net cost of $8,653,000
over the claims of $8,130,000, and
this comes out to be $523,000. In
other words, the retention is the
total of risk charges, claims and
other administration costs, prem
ium taxes and commissions, minus
interest credits. Note that retention
does not refer only to amounts re
tained by the insurance company,
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since premium taxes, which are in
cluded in retention, obviously are
paid over to the states.
Reserve Cost—There is one ad
ditional element which should be
included. The insurance company
has credited interest against its
charges. The interest credited
was at the rate obtained, net
of expenses, by the insurance
company. This is not the rate
which an employer would pay
today to obtain a like amount of
money so that he may give the
insurer the reserve. The reserve
held by the insurance company
costs the employer money because
it was built up by employer contri
butions in the past which would
otherwise be available for invest
ment by the employer. Assuming
money costs the employer 10 per
cent,† an additional benefit cost of
10 per cent of the reserve should
be reflected in the cost analysis.
Making appropriate adjustment to
the retention, there is an additional
$377,000 of cost (10 per cent of
$3,767,000). The true cost of this
conventional insurance is, therefore,
$523,000 plus $377,000, or $900,000.
As has been pointed out,
we are assuming that the model
case company has established op
timum claims control procedures,
and that claims administrative
charges and non-claims administra
tive charges—for instance, account
ing procedures and communica
tions—have also been economically
set up. The model case, then, is
an illustration of where an em
ployer might be after he has taken
some of the usual steps to keep
costs in line, and when he is happy
with the insurer.
Consider the model case as a
vehicle that will carry us along a
route that has a variety of destina
tions. So far we have arrived at a
stopover: a cost figure of $900,000.
Now to continue our journey—and
we hope you’ll pick up some
thoughts en route that will be of
help in selecting the proper

In the model plan, there

are five lines of coverage:
Group life, including survi
vors' benefits—

Medical care, both basic
hospital-surgical and

major medical—
Weekly income for short
term disability—

Long-term disability—

Drugs.

† The 10 per cent rate is used for illus
trative purposes only and is not intended
to be indicative of present-day condi
tions.
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It appears reasonable to
predict that if the model

case management applied a
few of the approaches

(suggested), net costs would
be reduced as follows:
Group life insurance would
cost $123,000; Medical care
coverages would be

$423,000; Weekly income
protection would cost

$64,000; Long-term
disability would he
$111,000; Drug coverages

would be $34,000;
Total $755,000.

50

method of funding to provide
group insurance coverage.
To begin with, we will examine
the various components of the
model case to see if there are any
methods of saving costs, thereby
improving cash flow to the em
ployer, by a method we choose to
call a modified approach.
Under the accumulated reserve
component of the model case is
included the reserve for open and
unreported claims. This reserve un
der life insurance is established for
incurred disability claims and open
and unreported claims.
Upon approval of a premium
waiver case, a reserve amounting
to about 75 per cent of the face
amount of the insurance on the life
of the disabled employee is es
tablished. The premiums are
waived until the employee re
covers, reaches some limiting age,
or dies. If he dies, the additional
25 per cent of the face amount is
charged against the experience of
the policyholder
In lieu of incurring this reserve,
the employer could choose to pay
the premium for the disabled em
ployee. For example, the reserve to
be established for a disabled em
ployee who is insured for $20,000
would amount to $15,000. The
yearly premium to continue the
$20,000 in force would be about
$140. The result is that by paying
the yearly premium of $140, the
employer would have the use of
the $15,000. Furthermore, the in
surance company could eliminate
the remaining open and unreported
claim reserve for disability claims
if the employer elects to continue
premium payments or provide
some other means of keeping the
coverage in force on disabled lives
in the event of contract termina
tion.
Now as to the reserve for medi
cal care coverages, many em
ployers are charged with a reserve
for maternity benefits payable
for claims resulting from preg
nancy occurring prior to the ter
mination of the contract with the
delivery occurring after the termi

nation of the contract. For the em
ployer paying $5,000,000 yearly in
health claims, this reserve could
amount to about $350,000. If the
employer desired, the liability of
paying maternity benefits after ter
mination of the insurance contract
at some future date could be as
sumed by him and thus the funds
for this reserve could be released
for his immediate use. In the event
the contract was eventually termi
nated, any liability for maternity
benefits could possibly be assumed
by the new provider of the bene
fits. If the corporation were sold,
any liability could be included in
the sales contract. Usually, open
and unreported claim reserves for
non-maternity medical care bene
fits are not released because of in
surance department requirements.
Employers split

Large employers are about
equally split between those who
insure the short-term weekly con
tinuation coverage and those who
self-insure this benefit. The open
and unreported reserve established
for the weekly income coverage
could be eliminated by self-insur
ance, or perhaps through negotia
tion with the insurance carrier.
However, in many states it may
not be permissible to alter an insur
ance company contract in such a
way as to eliminate the necessity
for the open and unreported claim
reserves. These insurance depart
ment requirements also apply in
many states to the reserves for
long-term disability and the re
serves for drug coverages. There
fore, the reserves under the weekly
income insurance, LTD, and drug
coverages have not been reduced in
the calculations that we have made
to arrive at a net cost under the
modified approach.
Let us now consider the claims
component:
In life insurance, medical care
coverages, weekly income insur
ance, long-term disability cover
ages, and drug insurance, there is
very little leeway for cost savings
if we presume the proper claims
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controls have been instituted and
the benefits have been properly de
signed, thereby eliminating over
lapping coverages.
The risk charges include the costs
of spreading the risk and also in
clude the remaining amounts which
may be contributed to the surplus
of the insurance company. It may
be possible to negotiate for elimin
ation of some of the surplus in this
reserve. Also, it may be possible to
negotiate a reduction in the risk
charges if the employer is willing
to assume a portion of risk. For
example, the adoption of a retro
spective rating arrangement under
which the employer agrees to reim
burse the insurance company for
claims in excess of a limited prede
termined amount will enable the
carrier to reduce its risk charges.
Many large employers have adop
ted a retrospective arrangement
with their insurance company.
We are assuming that the em
ployer has scrutinized carefully the
available methods of lowering ex
penses of administering claims, and
that claims administrative charges
as well as nonclaims administrative
charges have been reduced to the
optimum level of efficiency.
The state premium tax is in a
sense simply a sales tax. If the car
rier is a domestic company, the
premium tax may not apply, so far
as employees residing in the par
ticular state are concerned. Also,
the Blue Cross is not subject to
premium taxes in most states. These
are two possibilities of avoiding a
state premium tax under a conven
tional group insurance plan. There
are, of course, other methods of
eliminating premium taxes under
nonconventional insured arrange
ments which we will be discuss
ing under minimum premium ap
proaches.
The interest credits on the re
serves reduce the insurance com
pany’s direct charge for retention.
We mentioned previously that
retrospective rating arrangements
could help to reduce the charge for
risk spread. The effect of retrospec
tive rating has a greater impact on
the reserves. For technical reasons
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insurance carriers may credit a
greater rate of interest (about dou
ble the usual rate) on the reserves
if a retrospective rating arrange
ment is used, and thereby reduce
the direct charge for retention.
The margin or expected dividend
may be reduced by negotiation
with the carrier. The cost advan
tages could be reflected in reduced
premium rates by elimination of
the margin. Of course, if a retro
spective rating arrangement has
been adopted, the margin or divi
dend would be completely elimi
nated.
Up to this point, we have dis
cussed some of the conventional
approaches that have been used or
considered by employers. In sum
mary, these approaches are:
(1) Elimination of reserves for
disability with waiver of premium.
(2) Elimination of maternity re
serves.
(3) Reduction of risk charges.
(4) Reduction of margin or divi
dend with the attendant reduced
premium.
It is difficult to predict the sav
ings in net cost to the model case
if all of these approaches were
adopted. The fact is that in many
cases all of these approaches are
not used simultaneously. There
could be legal problems and reluc
tance on the part of the insurance
company. Nothing is easy when it
comes to saving money, and expert
negotiation will be required. It
does, however, appear reasonable
to predict that if the model case
management applied a few of these
approaches, the net costs could be
reduced as follows: The net cost
for the group life insurance would
now be $123,000; medical care cov
erages would be $423,000; weekly
income - $64,000; LTD - $111,000;
drug coverages—$34,000. The total
would now be $755,000.
There are several other ap
proaches that could be considered
under a group plan. Most employ
ers today take advantage of the 30day grace period and we would
assume that the model case com
pany is already doing this. A 60day or 90-day grace period is also

Most employers today take

advantage of the 30-day
grace period ... A 60-day
or 90-day grace period is also

possible and thereby permits
the owner to have at least

temporary use of a couple
of months9 premium . . . a

large company recently

indicated that a 180-day

grace period was being

considered.

51

possible and thereby permits the
employer to have at least tempor
ary use of a couple of months’ pre
mium. Incidentally, a large com
pany recently indicated that a 180day grace period was being con
sidered. There would be a 5 per
cent charge on premium due after
60 days, but that is certainly not a
bad price to pay for the use of
money for a temporary period.
Another method which, if adopted,
could immensely improve the cash
position of the employer, is to util
ize the open and unreported claims
reserves as a compensating balance
in the employer’s lending bank.
The utilization of this method
could eliminate the reserve cost and
would also enable the employer to
have doubled the use of his money.
This rather appealing thought will
be described in greater detail sub
sequently.
Minimum premium plans

Now, let us consider briefly the
nonconventional approach to in
sured group benefits, and, perhaps
the most controversial, the mini
mum premium plans.
Minimum premium plans were
first developed by the Metropoli
tan Life Insurance Company in
conjunction with Caterpillar Trac
tor Company.
Caterpillar had gone the entire
route of adopting cost-savings tech
niques and was still looking for
more.
They were paying their own
claims on draft book and had de
veloped what they considered to be
a substantial amount of expertise in
providing group health benefits. Al
so, the employer had begun to real
ize that the insuring of group health
benefits boiled down to simply a
dollar-swapping arrangement with
the provider. In addition, the state
premium tax, which represented
about half of the insurance com
pany’s retention, was no small
matter with which to contend.
The employer was faced with the
decision to either self-insure,
go to the Blue Cross-Blue Shield, or
purchase the coverage from an Il
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linois carrier which would be ex
empt from the state premium tax.
Since none of these methods in
cluded the Metropolitan, that com
pany was naturally concerned.
Under this pressure, Metropoli
tan devised a contract which in es
sence placed the liability of claims
which amounted up to 90 per cent
of the projected premium, directly
on the employer. The insurer
would be responsible for any claims
in excess of the stipulated amount.
Premium to the insurance com
pany would amount to only 10 per
cent of the predetermined amount,
and this 10 per cent would be the
amount subject to tax. When the
Metcat arrangement was first in
troduced, the insurance company
maintained basically the same re
serves for open and unreported
claims. Also, under the Metcat plan,
the employer was expected to pay
back to the carrier any claims that
were not the responsibility of the
carrier at the end of the year.
From the Metcat plan evolved
the Mini-Met plan. There are a few
differences between the Metcat and
the Mini-Met minimum premium
arrangements. First, under MiniMet the insurance company pays
the claims which are the liability
of the employer from a bank ac
count established by the employer.
Second, under Mini-Met the em
ployer can adjust on a monthly
basis rather than annually for the
claims paid by the insurance com
pany. Thus, the cash flow of the
employer may not be so drastically
affected at the end of the year un
der the Mini-Met arrangement as
under the Metcat arrangement,
where the settlement is made on an
annual basis.
Also, it may be advantageous to
have a portion of the reserve re
leased when the carrier adopts the
arrangement under the Mini-Met
plan.
It remains, however, that under
the minimum premium plan, about
90 per cent of the accident, health,
and premium tax may be elimin
ated.
Another interesting arrangement
would be to have the insurer pro

vide a minimum premium plan that
included not only retrospective rat
ing but also a compensating bal
ance arrangement.
Now there is still another road
our model case vehicle can travel
and that road leads us to self-in
surance.
When a conventional group in
surance plan is redesigned to in
clude a reduction in the reserves, a
retrospective rating arrangement
with the attendant assumption of
more claims liability by the policyholder, and the elimination of the
premium tax through minimum
premium, a conventional group in
surance plan has lost most of its
original identity and has begun to
look more like a self-insured plan.
Perhaps a better term could be a
self-financed employee benefit plan.
Self-financing has had certain
difficulties attributed to it. For ex
ample: (1) Under a labor-negoti
ated agreement, contributions may
be fixed and if cash claims are
more than contributions, the em
ployer has the problem of meeting
this deficiency; (2) cash claims do
not necessarily reflect true costs,
e.g., long-term disability coverage
or salary continuation coverage,
where a commitment has been
made to continue payment beyond
the year-end; (3) if coverages are
contributory, how is employee
money handled; (4) there is no way
of cushioning claims fluctuation;
(5) in the case of a large employer
with a number of relatively small
subsidiary operations, no facility
exists for pooling the risks and
stabilizing individual operation
costs.
There is a way which often over
comes these difficulties and that is
the establishment of a 501(c)(9)
trust. Under an approved 501(c)
(9) trust, payments into the fund
are deductible to the employer as
a business expense, just as pre
miums payable to the insurance
carrier are deductible.
In the past, 501(c)(9) trusts
adopted by a sole employer were
primarily used for weekly continu
ation types of coverage.
Until 1970, income to the trust
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from contributions could not be
less than 85 per cent of total income
to the trust. This placed a severe
limit on the reserve buildup that
could occur. The 1969 Tax Reform
Act removed this restriction.
This liberalization came at a time
when minimum premium insurance
contracts were becoming very wellknown and more common, and at
tention was being paid to the idea
of self-financing. It brought in
creased attention to self-financing
and gave the notion a psychological
lift. Many employers had shied
away from the concept of self
financing because of the attendant
claims-handling problems. This ma
jor problem can now be overcome.
A number of insurance carriers
have agreed to lease their claims
facilities. These services include the
legal staff necessary in the event
of disputed claims and other de
sired functions connected with
claims payment including coordina
tion of benefits with other provi
ders. The availability of leasing
solely the insurance company’s
claims facilities is considered by
many to be a major breakthrough
in solving the claims-handling
problem.
Objections to self-financing

The other objections to self-fi
nancing and some answers to these
objections are as follows:
(1) Objection—No advisory in
surance facilities, legal, etc.
Answer—Consultants and other
services can be hired to assist the
employer where needed.
(2) Objection—Possible adverse
claims fluctuation and risk.
Answer—Reserves may be estab
lished in the 501(c)(9) trust and
these reserves can become self-gen
erating.
(3) Objection — Weakening of
claims control procedures—replac
ing sophisticated insurer facility
with in-house personnel not as ex
pert.
Answer—Leasing of claims serv
ice of carrier is now possible and
also other claims-handling ser
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vice organizations may be used.
(4) Objection — Conversion
privilege on termination of employ
ment not available.
Answer—This can be handled
through the 501(c)(9) trust for
about the same cost.
(5) Objection—Possibility of em
ployer’s being accused of conduct
ing an illegal insurance business.
Answer—Not considered a seri
ous possibility by the various in
surers willing to lease administra
tive services to self-insured funds.
Under a self-financed 501(c)(9)
trust, the main savings to the em
ployer would result from the great
er flexibility in the use of the re
serves and the low retention re
sulting primarily from the elimina
tion of the state premium tax and
at least the portion of the risk
charge which is earmarked for the
surplus of the insurance company.
Let us review very briefly the
results that we have achieved by
various approaches to financing
group insurance benefits. First, we
have reduced the cost from $900,000 to $755,000 by adopting some
modifications to our model case.
By utilizing minimum premium,
our cost is further reduced to
$621,000. That cost can be further
reduced by using a 501 (c)(9)
trust to $394,000 or $321,000 de
pending upon the inclusion or ex
clusion of the group life cover
ages. Please bear in mind that we
are not favoring one approach over
the other; the proper method for
Company A is not necessarily the
proper method for Company B.
Demonstrating that it can be
cheaper to administer an employee
benefit plan through a self-financed
arrangement rather than through
an insurance contract may raise the
question of why most employers
use insurance contracts.
Employee benefit managers gen
erally are intelligent people; intelli
gent people have the ten
dency to let others do the hard work
for them and are willing to pay a
price. Administration is hard
work, especially in regard to highuse benefit plans. Many employers
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have assessed the situation this
way, and are quite willing to let
someone else do the work for them.
Our question really is: Can an em
ployer find someone else to do the
work for him without paying the
high premium associated with an
insurance contract? Let’s look
at the cost of using the in
surance contract. Under the
cheapest insurance contract, the
cost was $227,000 more than it
was for self-financed arrangements
where we still left the life insur
ance under an insured contract.
The insurance company charged
$271,000 to administer all of the
plans other than life insurance. If
the model company can have these
services performed for it for the
same $271,000 without using an
insurance contract, the model com
pany can save $227,000.
These numbers are quite impres
sive, and it is imperative here to
see what is involved in administra
tion, to test whether or not it is pos
sible to obtain the same services
outside of an insurance contract
that are performed under the con
tract at, or reasonably close to, the
same cost.
Administration can be considered
to have five parts. They are: benefit
determination and payment, record
keeping, communications, prepara
tion of tax and other governmental
or official documents, and the crea
tion of procedure and the review
of procedure and operating results.
The first of these five parts is so
obviously a big item that we sep
arated it from all the other admin
istration and gave it a name, that
of Claims Administration. Many
companies have tried to lower the
cost of Claims Administration.
They have used various techniques,
most of them centered around the
draft book technique. Now, let us
consider the draft book technique.
Is that really a cost-saving tech
nique? In the past year or so this
question has been asked of many
insurance carriers. The carriers
have claimed that the savings in
their work under the draft book do
not reduce their charges by an
amount greater than the employer’s
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cost for its additional expense in
connection with its operation of the
draft book. Perhaps, the insurance
carriers merely wish to dissuade
employers from embarking on what
the insurers feel is the first step to
self-insurance. The insurer con
tends it cannot accept under an in
surance contract the benefit de
termination of the employer as
being correct; the insurer must
check it because the insurance
company has a responsibility to
itself under this arrangement. If
the claims are excessive, the
employer may leave the in
surance carrier and the insurance
carrier may be on the hook. So
proper claims control procedure for
the insurance carrier from the
point of view of its own liability is
to say, “I must check these claims
shortly after they are paid.” Not
only that, the insurance carrier
must code the claim so that it can
provide some statistical information
that is very important in claims con
trol. The insurance carrier provides
other functions besides writing the
check and coding the check. It pro
vides a bank account on which
drafts are drawn. It provides
legal services. It is willing to go to
the doctor or other provider of
services and tell him his charges
are too high, or to bring charges
before a medical review committee,
or to defend a lawsuit, or, when
necessary, to settle the lawsuit in an
out-of-court compromise, which its
experts know how to negotiate. It
provides an annual audit of claims
and it does statistical tabulation.
Some employers just can’t do this
work themselves; however, other
employers may be able to do part
or all of it themselves. If an em
ployer must go to an insurance car
rier to obtain all of these services,
he probably will be charged more
under a leasing of claim service
contract than he will through the
insurance contract. That is because
the insurance company’s profit in
the insurance contract is in the risk
charge. The charge for tabulations
may be rather high and it may be
possible for the employer to save

money under claims administration
where it is on a draft book by cod
ing itself and doing the necessary
statistical tabulation itself. The em
ployer may be able to find a serv
ice apart from the insurer that is
willing to do the statistical tabula
tion at a lower price, or perhaps he
may do it himself, using his own
machines during off-hours at a still
lower price. In any event, an em
ployer may buy those services it
needs in regard to Claims Admin
istration.
Let’s leave Claims Administra
tion and discuss Non-Claims
Administration. Basically, in the
insurance contract, the insurance
company provides orientation en
rollment services and provides legal
services for establishing a new con
tract or getting it approved and
filed with the state insurance de
partment. As previously mentioned,
these charges are usually covered
in the acquisition charge and are
amortized over three to five years
and are not necessarily the type of
charge we are talking about in our
non-claims administration charges.
The insurance company provides
some other services. It provides
some but not all of the communi
cations services needed. Under its
normal service cost it provides cer
tificates and documents, it provides
some booklets, and at an extra
charge it may provide slides, flip
charts, and annual employee state
ments. The insurance carrier pro
vides actuarial services. Typically
under insurance contracts the in
surance company provides all of the
financial services required in con
nection with the contract.
We have introduced a new di
mension of financial responsibility
in our discussion as we have said
that there is a financial responsibil
ity on the part of the employer.
If an employer insures his em
ployee benefits plans, he may use
the insurance company’s reserve
as a compensating balance in order
to obtain banking services, thereby
forfeiting the insurance company’s
credit on the reserve but obtaining
“double” use for the same money.
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EXHIBIT 2
COMPENSATING BALANCE EXAMPLE

Net Cash Requirement: $16,000,000
BEFORE

Bank Debt

Bank Balance

Value
Charge

$20,000,000
$ 2,000,000
1,600,000

Net Loss

$ —400,000

Insurance Reserves

Value
Credit

$ 4,000,000
$
400,000
0

Net Loss

$

400,000

Value
Credit
Net Loss

$ 3,000,000
$
300,000
105,000
$
195,000

Total Loss $195,000

AFTER

Bank Debt

Bank Balance

Value
Charge

$16,250,000
$ 1,625,000
1,300,000

Net Loss

$ —325,000

Value
Credit

Net Loss
Total Loss

$

Insurance Reserves

$ 3,250,000
$
325,000
0

Value
Credit

$

Net Loss

325,000

$
$

0
0
0

$

0

0

Net Savings $195,000
Assumptions: (1) Value based on 10% interest.
(2) Charges equal to 8% of bank debt
(3) Insurance company's credit equal to 3½% of reserves

Let’s stop for a moment and de
scribe what is meant by compen
sating balances. The compensating
balance is not collateral; it is not
security for a loan. Because of the
way banking practices have devel
oped, the compensating balance is
a technique whereby a sum of
money is deposited with a bank to
obtain a service. Banks insist that
if a company borrows money from
them, the bank has a deposit of the
company’s in the bank. The deposit
doesn’t earn interest, and yet the
fact that the deposit is there is used
in determining the interest rate that
the employer has to pay.
Consider a corporation which
has borrowed $20,000,000. In con
nection with the loan it maintains
a deposit of $4,000,000. In addition
it has a reserve of $3,000,000 in
connection with its insurance pro
gram.
Therefore, the net amount of
spendable funds as a result of the
loan is $16,000,000. The lending
bank, if money costs 10 per cent,
will charge $1,600,000 for the loan.
However it will charge the $1,600,000 by charging 8 per cent of the
$20,000,000 loan and by not credit
ing interest on the $4,000,000 bal
ance. The value of the $20,000,000
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loan is $2,000,000 per year and the
value of the $4,000,000 balance is
$400,000 per year. (See Exhibit 2,
above.)
On the loan side of the balance
sheet the net gain as a result of the
transaction, if money is valued at
10 per cent, is $2,000,000 less $1,600,000, or a gain of $400,000. A
gain of $400,000 may be expressed
as a net loss of —$400,000.
On the deposit side of the bal
ance sheet the net loss as a result
of the transaction is $400,000, the
value of the deposit, less $0, the
interest credit, or $400,000.
Notice the net gain on the loan
side is offset by the net loss on the
balance side.
Now let’s look at the insurance
reserve of $3,000,000. Its value is
$300,000. The insurer may be cred
iting 3½ per cent, or $105,000. The
net loss as a result of this transac
tion is $195,000.
The corporation may desire to
change this arrangement by taking
the $3,000,000 reserve and placing
it in its deposit. The insurance
company will resist this attempt by
explaining that it must have the re
serve. The corporation may answer
this objection by offering the in
surer a lien on the balance; that is,

the corporation may enter into a
three-party contract with the bank
and insurer. The compensating bal
ance will not be allowed to fall
below $3,000,000 by any action of
the employer, and the insurer may
draw on the $3,000,000 if and only
if it would ordinarily be able to
draw on the reserve.
Some insurers may claim this ar
rangement is not satisfactory from
their point of view because a lien
may not be admitted as an asset on
their annual statement. There may
be an alternative open to these in
surers by which they would main
tain an account in the employer’s
bank with the understanding that
the balance would be maintained
on an interest-free basis to pur
chase services for the employer.
An insurance company’s reluc
tance to participate in such an ar
rangement probably stems from
two ideas:
First, once entering into such an
arrangement an insurance company
may be forced to pick and choose
between policyholders or face a
liquidity crisis.
Second, the insurance company
must reflect the natural tendency
to be reluctant to part with money,
even if it belongs to someone else.
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If the insurance company can be
persuaded to accept a lien or place
its reserve in the bank, the em
ployer will have $3,000,000 with
which to work. He loses $105,000
for the use of the $3,000,000.
We do not presume to know in
which way $3,000,000 may be best
put to use.
Let’s assume the employer uses
the reserve to reduce the loan. If
the loan is reduced by $3,000,000
to $17,000,000, the $4,000,000 com
pensating balance is more than is
required to sustain the loan. As
sume, therefore, that the loan is re
duced by an additional $750,000 to
$16,250,000 and the compensating
balance also is reduced by $750,000
to $3,250,000. The balance will be
one-fifth of the loan, maintaining
the same ratio as used in the ori
ginal loan. Three million dollars of
the balance will have come from
the insurance contract and $250,000
from the loan. Notice the net
amount of spendable funds is again
$16,000,000.
Let’s look at the net loss to the
company from this operation. On
the loan side of the balance sheet
there is a net gain, or negative net
loss of $325,000, or the value of the
loan of $1,625,000 less the cost of
the loan of $1,300,000.
On the deposit side of the ledger
there is a loss equal to the value of
the deposit, or $325,000.
Again the net gain on the loan
side is offset by the net loss on the
deposit side.
However, there are no values in
connection with the insurance con
tract so that the total loss due to
the revised arrangement is zero.
The savings due to the revision
is, therefore, $195,000.
The employer has a two-edged
sword. He uses one sum of money
for two purposes: One as a com
pensating balance, the other as a
reserve.
Before we leave the discussion
of compensating balances entirely,
two comments should be made.
First, although the use of the
compensating balance reserve tech
nique will greatly reduce the net
cost of an insurance program as we
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defined net cost, it will substan
tially increase the retention both as
a dollar amount and as a percen
tage of anything. In fact, one of the
cost-saving techniques previously
described is that of lowering the
reserve, which increases retention.
Perhaps we should stop here to
consider that under a minimum
premium contract the retention
may be more than 20 per cent of
the premium. Therefore, one myth
which we should dispel is the idea
that any meaningful result can be
obtained by dividing the retention
by gross premium.
Second, under conventional ap
proaches many employers have,
with the insurers’ concurrence, de
liberately accepted liabilities which
properly are part of the employee
benefit package. We have already
discussed two such instances, dis
abled life reserves and maternity re
serves. These reserves were re
moved from the insurance contract
to reduce the net cost. Note again
retention increases. Under the com
pensating balance approach these
reserves may be properly accumu
lated and charged against current
income.
Another reserve often not prop
erly accounted for is the retired
life death benefit reserve. The
liability for retired life death
benefits may be substantial, and
prudence dictates that this lia
bility should be funded. The enor
mous interest loss which would re
sult from the funding of this lia
bility under most conventional in
surance contracts causes most em
ployers to ignore this liability.
Under a 501(c)(9) trust these
reserves may be properly accumu
lated with current contributions
being charged against current in
come.
Under a noninsured arrangement,
financial management is again im
portant. A trustee should invest the
reserves under a 501 (c) (9) taxsheltered trust; nevertheless, a por
tion of the reserves should be held
in fairly liquid assets because the
liability giving rise to the reserve
may mature rapidly.
This leaves only one area of ad

ministration to be discussed, and
that is what in the world does an
actuary do? An actuary is responsi
ble for analyzing the experience.
For using this analysis as a cost
control device, it is his job to pro
ject costs and future contributions;
to determine the reserve; to gen
erally analyze the condition of the
fund or insurance policy; to set con
tribution levels for new coverages;
and to give advice on certain group
underwriting practices, thereby
helping in determining benefit
level, benefit design, prevention
of anti-selection (or selection
against the fund), and avoidance
of overlapping benefits.
In summary, under an insurance
arrangement, administration has
been thought of as being provided
in a quasi-fiduciary relationship.
However, the insurer’s policyholders are losing something be
cause of the operation of taxes.
One of these taxes is the state
premium tax. Minimum premium
has gone a long way in elimi
nating this tax loss for some policyholders. The other tax adversely
affecting the policyholder is the
income tax, which explains, in part,
the insurance company’s low net
earnings. The use of the compen
sating balance-reserve technique
may alleviate this tax loss.
Under a self-financed arrange
ment, all charges are, in effect,
open and on the table. It is
possible for the employer to go
out and actually buy those services
that he needs to buy and to pro
vide himself those that he can pro
vide more economically. Under a
self-financed
arrangement
the
claims are not subject to a pre
mium tax, nor are the reserves
held in a 501(c)(9) trust subject
to income tax. Thus the employer
can make sure the reserves are ade
quately productive of earnings and
he can cost-account the cost of
administration.
In conclusion, the use of the
501 (c)(9) trust appears to offer
to many employers the unusual
prospect of reducing the cost of
their employee benefit plans.
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